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NOTICE TO READERS
This Audit Risk Alert is intended to provide auditors of financial 
statements of credit unions with an overview of recent economic, industry, 
regulatory, and professional developments that may affect the audits they 
perform. This document has been prepared by the AICPA staff. It has not 
been approved, disapproved, or otherwise acted on by a senior technical 
committee of the AICPA.
The AICPA staff is grateful to the members of the AICPA Credit Unions 
Committee for their contribution to this document.
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Credit Union 
Industry Developments—1996/97
Industry and Economic Developments
Financial Trends
Natural Person Credit Unions. Much of the rapid growth experienced 
by credit unions in 1995 continued in the first half of 1996. According 
to credit union call reports submitted in the first half of 1996, assets and 
shares grew by approximately 5.5 percent and 5.6 percent, respec­
tively, while loans grew by 4.6 percent, and capital grew by 4.1 percent. 
Savings growth exceeded loan growth resulting in investment gains of 
6.9 percent in the first half of 1996. Deposits in corporate credit unions 
increased nearly $1.6 billion or 6.4 percent, compared to $2.5 billion or 
a 10.3 percent increase last year.
Many credit unions have begun offering more nontraditional serv­
ices, such as electronic tax filing services with the Internal Revenue 
Service (IRS) for their members, and the sale of noninsured investment 
products to members through credit union service organizations 
(CUSOs).
Corporate Credit Unions. Corporate credit unions (total of 41 as of 
June 1996) experienced a slight growth in investments in the first half 
of 1996 to $50.9 billion, a 1 percent increase from December 1995. Loans 
decreased by 14.2 percent during the same period to $852 million, and 
equity increased by 2.4 percent to approximately $1.19 billion. Income 
from operations decreased by 1.4 percent because of an increase (7.9 
percent) in operating expenses largely for office operation and outside 
professional services, and a decrease (.9 percent) in total gross reve­
nues principally due to a reduction of interest earned on loans.
Consolidation and Restructuring
Consolidation and restructuring within the industry have continued 
during 1996 as credit unions attempt to control costs. Related reduc­
tions in staff or the elimination or merger of duties increase the poten­
tial for weaknesses in knowledge of or adherence to internal controls. 
Such changes also may result in a lack of personnel to carry out control
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procedures. Auditors should be alert to such matters when considering 
a credit union's internal control structure.
Credit unions also continue to achieve efficiency and reduce operat­
ing expenses through shared-branch networks. Under shared-branch 
arrangements, credit unions are able to minimize the cost of doing 
business as well as provide their members with multiple locations by 
sharing branch facilities and staff with other, unrelated credit unions. 
Certain audit risks may arise from shared-branch arrangements. See 
the "Audit Issues and Developments" section of this Audit Risk Alert 
for a further discussion of the audit risks related to shared branches.
Regulatory Developments
Laws and implementing regulations affect the areas and ways in 
which credit unions operate by creating standards with which those 
credit unions must comply. Also, a number of laws and regulations 
directly address the responsibilities of auditors. Auditors should be 
generally familiar with certain laws and regulations that affect the fol­
lowing:
• Acceptance of engagements in the industry
• Development of the expected conduct and scope of an engagement
• Responsibility for the detection of errors, irregularities, and illegal 
acts
• Evaluation of contingent liabilities and related disclosures
• Consideration of a credit union's ability to continue as a going 
concern
Also, AICPA Statement on Auditing Standards (SAS) No. 22, Plan­
ning and Supervision, (AICPA, Professional Standards, vol. 1, AU sec. 
311), requires that auditors consider matters, such as government regu­
lations, affecting the industry in which the entity operates. For that 
purpose, being familiar with the nature and purpose of regulatory ex­
aminations—including the differences and the relationship between 
examinations and financial statement audits—is helpful for auditors. 
An understanding of the regulatory environment in which credit un­
ions operate also is necessary to complement the auditor's knowledge 
of existing regulatory requirements. Because the regulatory environ­
ment is continually changing, the auditor should be aware of relevant 
regulatory changes and consider their implications in the audit proc­
ess.
Following are regulatory developments of particular significance in 
audits of the financial statements of credit unions. Other legislative and
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regulatory matters covering other policy areas, such as regulations for 
fair lending practices or the Truth in Savings Act, are outside the scope 
of this document. Auditors should be alert to the effect of legislative 
and regulatory developments on contingent liabilities, and planned 
mergers or acquisitions, and the direct and material effects of such 
developments on the determination of amounts in the credit union's 
financial statements. This Audit Risk Alert does not provide a compre­
hensive discussion of each issue. Readers should not substitute a read­
ing of this Audit Risk Alert for a complete reading of related laws, 
regulations, rulings, or other documents where appropriate (see the 
"Information Sources" section herein). This Audit Risk Alert refers to 
related publications of the National Credit Union Administration 
(NCUA) and other entities as appropriate.
New and Proposed Regulations
The NCUA insures 7,329 Federal credit unions and insures members 
deposits of an additional 4,358 state-charted credit unions. Over the 
past several years, the NCUA has moved toward deregulation while, 
at the same time, increasing the role and responsibilities of credit union 
boards of directors and supervisory committees, especially relating to 
the credit union's investment activity and audit responsibilities. The 
NCUA also has announced plans to conduct a top-to-bottom review of 
all regulations older than three years and all interpretative rulings and 
policy statements (IRPS) to identify rules that can be eliminated and 
areas that can be streamlined.
Revised Supervisory Committee Audit Regulations. In July 1996, the 
NCUA revised Supervisory Committee Regulation (Part 701.12), 
"Audits and Verifications" (Federal Register, August 8, 1996). The new 
regulations specify the requirements for performing annual credit un­
ion supervisory committee audits, and expand the audit scope respon­
sibilities if the supervisory committee audit is performed by an 
independent compensated auditor. The new regulations are effective 
for audits conducted for and covering the audit period ending Decem­
ber 3 1 , 1996, and thereafter.
According to the new regulations, the requirement for Federal and 
Federally insured state chartered credit unions to have an annual su­
pervisory committee audit may be satisfied by one or a combination of 
the following:
1. An audit of the credit union's financial statements performed by 
an independent auditor in accordance with generally accepted 
auditing standards (GAAS).
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2. An agreed-upon procedures engagement performed by an inde­
pendent, licensed certified public accountant (CPA).
3. A supervisory committee audit performed by a compensated 
auditor (as defined) other than a CPA in accordance with applica­
ble GAAS (as defined).
4. A supervisory committee audit performed by the supervisory 
committee or its designated, uncompensated representative in ac­
cordance with applicable GAAS.
With respect to either of the first two of the above options, the regula­
tions require the independent auditor to certify in an engagement letter 
whether the contracted scope of the audit satisfies the requirements of 
a complete supervisory committee audit. If the auditor performs pro­
cedures that exclude any of the financial statement elements, accounts, 
or items and attributes listed in parts 701.12(c)(3) and (4) of the NCUA 
regulations, the auditor must state in the engagement letter that the 
procedures performed by the auditor will not, by themselves, fulfill the 
scope of a supervisory committee audit, and the auditor must caution 
the supervisory committee that the supervisory committee will remain 
responsible for fulfilling the scope of a supervisory committee audit 
with respect to the elements, accounts, or items and attributes not 
tested by the independent auditor.
Practitioners are cautioned that the Audit Issues Task Force (AITF) of 
the AICPA Auditing Standards Board (ASB) concluded that an 
agreed-upon procedures engagement performed pursuant to SAS 
No. 75, Engagements to Apply Agreed-Upon Procedures to Specified 
Elements, Accounts, or Items of a Financial Statement (AICPA, Pro­
fessional Standards, vol. 1, AU sec. 622) (Statements on Standards for 
Attestation Engagements (SSAE) No. 4, Agreed-Upon Procedures En­
gagements (AICPA, Professional Standards, vol. 1, AT sec. 600), can­
not, by itself, satisfy all of the objectives of a supervisory committee 
audit as specified in parts 701.12(c)(3) and (4) of the NCUA regula­
tions. The AITF concluded that a CPA can only satisfy the supervi­
sory committee requirement in its entirety by performing an audit of 
the credit union's financial statements in accordance with GAAS. See 
the "Audit Issues and Developments" section of this Audit Risk Alert 
for further discussion.
The rule requires that the auditor prepare an engagement letter that, 
among other things, must—
• Specify the terms, conditions, and objectives of the engagement;
• Identify the basis of accounting to be used, for example, generally 
accepted accounting principles (GAAP) or regulatory accounting 
practices (RAP);
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• Certify that NCUA staff or its designated representative will be 
provided unconditional access to the complete set of original work 
papers either at the credit union or at a mutually agreeable loca­
tion, for purposes of inspection;
• Certify whether the procedures performed satisfies the require­
ments of a complete supervisory committee audit (see related dis­
cussion above);
• Acknowledge that working papers will be retained for a minimum 
of three years from the date of the written audit report.
Community Development Credit Unions— Secondary Capital. In Janu­
ary 1996, the NCUA issued regulations that authorized credit unions 
having a low-income designation from the NCUA or the appropriate 
state regulator to offer secondary capital accounts to immediately 
boost their capital levels. Previously, low-income credit unions (LI­
CUs) were allowed to accept public and private deposits from non­
member sources such as foundations, corporations, and other financial 
institutions. The new regulations allow LICUs to raise additional funds 
from these sources for use as secondary capital. This secondary capital 
would not be treated as share deposits, but as subordinated debt, and 
would be available to LICUs to absorb any losses. The regulations also 
established several safety and soundness conditions that Federal and 
state-chartered LICUs must follow prior to issuing the secondary capi­
tal accounts, including adopting a written plans and submitting it to 
the appropriate NCUA regional director and/or state supervisor.
The NCUA rule states that, for regulatory capital purposes, the sec­
ondary capital accounts should be recorded in the equity section in the 
balance sheet. The amount to be treated as capital decreases as the 
deposit reaches maturity based on a sliding scale. The portion not 
treated as capital is to be reported in a liability account according to 
regulatory guidance. See the "Audit Issues and Developments" section 
of this Audit Risk Alert for further discussion of the auditor's consid­
eration of the presentation of secondary capital accounts in a credit 
union's financial statements.
Natural Person Credit Union Investments. In November 1995, the 
NCUA proposed regulations (Part 703) affecting investment and de­
posit activity of natural person credit unions (Federal Register, Novem­
ber 29, 1995). The proposed regulations were based, in part, on an 
NCUA survey of 300 credit unions with investments in collateralized 
mortgage obligations (CMOs) and real estate mortgage investment 
conduits (REMICs) in excess of capital. The study revealed that more 
than one-third of the credit unions did not understand the risks of
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CMOs and REMICs, that more than a quarter of the credit unions were 
taking unacceptable risks, and that almost half did not have acceptable 
asset-liability management policies.
The proposed rule would allow a credit union to operate on one of 
three levels of investment activity. At the most conservative level, a 
credit union could invest in fully insured certificates of deposit (CDs) 
and shares and deposits in corporate credit unions..
At the next level, a credit union could invest in potentially more 
risky securities in an amount up to capital and would have to comply 
with most of the proposed rule's policy and reporting requirements.
Finally, at the most sophisticated level, a credit union investing in 
potentially more risky securities in an amount exceeding capital would 
be subject to all of the proposed rule's policy and reporting require­
ments.
The proposed rule makes several changes to the current regulations 
in Part 703, including—
• Expanding the current requirements for written investment poli­
cies consistent with the Federal Credit Union Act, the NCUA Rules 
and Regulations, and other applicable laws and regulations to ad­
dress CMO/REMIC prepayment models, concentration limits, 
trading activities, and the knowledge and experience of persons 
granted investment authority;
• Prohibiting certain investment activities such as purchasing 
stripped m ortgage-backed securities, residual interests in 
CMO/REMICs, and interest-rate swap contracts.
• Limiting delegation of authority to an outside party up to 100 per­
cent of capital;
• Establishing minimum credit ratings for financial institutions and 
municipal bonds;
• Requiring that the index for variable rate investments be tied to 
domestic interest rates only.
The comment period on the proposed rule was extended to Novem­
ber 18 , 1996.
Corporate Credit Unions. In June 1996, The NCUA proposed changes 
to NCUA regulations (Part 704) related to factors affecting the safety 
and soundness of the existing forty-one corporate credit unions. These 
include proposed changes to capital requirements, asset/liability man­
agement, investments, lending, membership eligibility, borrowings, 
internal audits, and expanded authorities (Federal Register, June 4, 
1996).
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Specifically, the rule proposes the following:
• Require that each corporate to maintain a 4-percent minimum 
capital level, unless expanded authorities are granted;
• Alter the definition of capital to include the sum of a corporate's 
reserves and undivided earnings, paid-in capital, and membership 
capital;
• Substitute membership capital share deposits with membership 
capital accounts, which would require three-years notice of with­
drawal, instead of the current one-year notice period;
• Require corporate boards to approve comprehensive written in­
vestment and asset/liability management plans and policies, and 
to oversee senior management to ensure that all activities are con­
ducted in a safe and sound manner and consistent with the board's 
risk management philosophy;
• Require that corporates invest in instruments of high quality and 
limited risk. Permissible investments would include bank depos­
its, mutual funds, Treasury and agency securities, Fed funds, 
asset-backed and mortgage-backed securities, repurchase agree­
ments, commercial paper, corporate notes/bonds, CUSOs, and de­
posits in other corporate credit unions. Investments that fall out of 
compliance with the regulation would have to be divested within 
twenty-five business days, unless an acceptable work plan is sub­
mitted to NCUA;
• Establish guidelines for managing the interest rate risk on the cor­
porate's balance sheet;
• Require an internal audit function for corporates with assets 
greater than $400 million.
The proposed rule retains the requirement for corporate credit un­
ions to have an annual financial statement audit by an independent, 
licensed CPA. In addition, the proposed rule would require that all 
correspondence provided to a corporate credit union by the external 
auditor be made available to NCUA. This provision is subject to broad 
interpretation of the term correspondence. The AICPA asked the NCUA 
to clarify that such correspondence be related only to the auditor's 
findings based on the audit.
The comment period on the proposed rule was extended to October 
19 , 1996.
Auditors should be alert for issuance of final regulations and con­
sider the effect on audit risk. Auditors should also be aware of the 
financial difficulties encountered by certain corporate credit unions 
and ensure that their credit union clients are monitoring the financial
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strength of the corporate credit unions in which they invest and are 
evaluating those investments for impairment on a timely basis. See 
"Audit Issues and Developments" section of this Audit Risk Alert for 
further discussion of noncompliance with regulatory requirements.
Unrelated Business Income Taxes. Credit unions are exempt from Fed­
eral income taxes; however, they may realize income from certain ac­
tivities that may be subject to unrelated business income taxes. In a 
December 1995 technical advice memorandum, the IRS ruled that the 
sale of credit life and disability insurance to member borrowers by a 
state-chartered credit union should be treated as unrelated business 
taxable income under section 511 of the Internal Revenue Code (IRC). 
Auditors should consider whether the financial statements include ap­
propriate provisions for taxes on unrelated business income.
Other Regulatory M atters
NCUA World Wide Web Home Page. The NCUA has over 600 documents 
available on its website (http://ncua.gov or http://www.ncua.gov). 
The NCUA website includes information on the NCUA organization 
and many reference materials affecting credit unions, including rules 
and regulations, the Federal Credit Union Act, accounting bulletins, 
legal opinion letters, accounting manual, regulatory alerts, interpreta­
tive rulings, and letters to credit unions. The site also includes credit 
union data from call reports and financial performance reports. Much 
of this information is useful to the auditor in planning and performing 
the audit, and performing analytic review of a credit union compared 
to industry trends and statistics.
AIRES. NCUA examiners have been using the automated integrated 
regulatory examination system (AIRES) to conduct examinations of 
credit unions. NCUA expects to release in early 1997, an AIRES version 
for credit unions (Aires "lite") that would be available to credit unions 
as a management tool to analyze loan and shared data. Recently, AI­
RES was used to detect a twenty-year fraud in a cover-up scheme by 
running a loan concentration query and finding numerous loans with 
a credit union's address. Auditors may find AIRES to be a useful tool 
in performing audit planning, such as in considering industry financial 
trends and ratios, and performing analytical review procedures.
Educational Loans. Auditors should be alert that the Higher Educa­
tion Act requires compliance engagements for Federal Family Educa­
tion Loan (FFEL) program lenders and third-party servicers. The 
United States Department of Education's Office of the Inspector Gen­
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eral (OIG) developed detailed requirements for lender engagements in 
its March 1995 guide, Compliance Audits (Attestation Engagements) o f 
Federal Family Education Loan Program at Participating Lenders, in March 
1995.
In June 1996, the Department extended the due date for reports from 
lenders with portfolios equal to or less than $5 million (as defined) 
until June 3 0 , 1997 (Dear Colleague Letter 96-L-188).
The OIG plans to issue a guide in late 1996 that will supersede the 
March 1995 lender guide and will introduced detailed requirements 
for servicer engagements. The new guide likely will become effective 
within six months of issuance.
Audit Issues and Developments
Supervisory Committee Audits
The NCUA's revised supervisory committee audit regulations (Part 
701.12 of Title 12 of the Code of Federal Regulations) provide that a 
credit union's supervisory committee may satisfy the requirements of 
a supervisory committee audit by, among other approaches, engaging 
an independent CPA to perform an audit of the credit union's financial 
statements in accordance with GAAS or to perform an agreed-upon 
procedures engagement. As discussed below, the AITF of the AICPA's 
Auditing Standards Board concluded that an agreed-upon procedures 
engagement performed pursuant to SAS No. 75 (or SSAE No. 4), can­
not, by itself, satisfy all of the objectives of a supervisory committee 
audit as specified in parts 701.12(c)(3) and (4) of the NCUA regulations. 
The AITF concluded that a CPA can only satisfy the supervisory re­
quirement in its entirety by performing an audit of the credit union's 
financial statements in accordance with GAAS. Practitioners requested 
to perform an agreed-upon engagement should advise their clients of 
this issue. (See the "Regulatory Developments" section of this Audit 
Risk Alert for further discussion of the new supervisory committee 
audit regulations.)
The supervisory committee audit regulations state that the scope of 
a supervisory committee audit (whether such audit is satisfied by a 
GAAS audit or an agreed-upon procedures engagement) consists of—
1. Attaining an understanding of the internal control structure;
2. Assessing the level of control risk;
3. Based on the level of risk, determining the nature, timing, and 
extent of substantive testing necessary to confirm the assertions 
made by management regarding each of assets, liabilities, equity, 
income, and expenses for the following attributes (assertions):
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• Existence or occurrence
• Completeness
• Valuation or allocation
• Rights and obligations
• Presentation and disclosures
In addition, a supervisory committee audit performed by an inde­
pendent, compensated auditor which includes any of the following 
areas must, with respect to audit scope but not with respect to report­
ing, satisfy GAAS for expressing an opinion on the financial statements 
taken as a whole:
1. Internal controls
2. Cash
3. Loans and interest thereon
4. Investments and interest thereon
5. Shares and dividends and/or interest thereon
6. Related party transactions
7. The reporting of identified errors and irregularities with regard to
each of items 1 through 6 above
The AITF concluded that the required audit objectives for each of the 
above areas can only be met by exercising professional judgment 
within the context of an audit performed in accordance with GAAS 
(the overall objective of which is the expression of an opinion on the 
fairness of a financial presentation taken as a whole). Procedures di­
rected at fulfilling the complete scope and audit objectives would fail 
the conditions for an agreed-upon procedures engagement in para­
graph 9 of SAS No. 75. Procedures to "attain an understanding of an 
entity's internal control structure" and to "assess the level of control 
risk" are inappropriate procedures in an agreed-upon procedures en­
gagement. (See paragraphs 17 though 20 of SAS No. 75 for a discussion 
of appropriate procedures).
Auditors may be able to perform certain agreed-upon procedures 
related to a financial statement element, account, or item and attributes 
(for example, test loans and interest thereon for valuation or allocation 
attributes) in accordance with SAS No. 75. Auditors who perform an 
agreed-upon procedures engagement should clearly communicate to 
the client in the engagement letter the scope of work to be performed 
and state that the scope of the procedures does not meet the full super­
visory committee audit scope requirements.
14
The auditor should also ensure that the conditions in SAS No. 75 for 
an agreed-upon procedures engagement are met. Paragraph 9 of SAS 
No. 75 states that accountants may perform an agreed-upon proce­
dures engagement provided that—
a. The accountant is independent.
b. The accountant and the specified users agree upon the procedures 
performed or to be performed by the accountant.
c. The specified users take responsibility for the sufficiency of 
agreed-upon procedures for their purposes.
d. The procedures to be performed are expected to result in reason­
ably consistent findings.
e. The basis of accounting of the specified elements, accounts, or 
items of a financial statement is clearly evident to the specified 
users and the accountant.
f . The specified subject matter to which the procedures are to be 
applied is subject to reasonably consistent estimation or measure­
ment.
g. Evidential matter related to the specific subject matter to which 
the procedures are applied is expected to exist to provide a rea­
sonable basis for expressing the findings in the accountant's re­
port.
h. Where applicable, the accountant and the specified users agree on 
any materiality limits for reporting purposes.
i. Use of the report is restricted to the specified users.
The auditor should also consider whether, in the particular facts and 
circumstances of the engagement, there are parties other than the 
credit union supervisory committee, such as the NCUA or state regu­
lator, that should be included as specified users. The auditor should 
restrict the report to the specified users and obtain representations 
from all specified users that they take responsibility for the sufficiency 
of the agreed-upon procedures for their purposes.
Auditors should discuss with the client the approach to be taken to 
satisfy the supervisory committee audit. Auditors should also consider 
obtaining representations from the supervisory committee on its re­
sponsibility for fulfilling the scope of the supervisory committee audit.
With respect to the requirement to provide NCUA with access to the 
auditor's working papers, auditors should refer to Interpretation No. 1 
of SAS No. 41, Working Papers, titled "Providing Access to or Photocop­
ies of Working Papers to a Regulator" (AICPA, Professional Standards, 
vol. 1, AU sec. 9339).
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Secondary Capital Accounts
Auditors of credit unions that have a low-income designation from 
the NCUA or the appropriate state regulator and that offer secondary 
capital accounts should give special consideration to the propriety of 
the presentation of secondary capital accounts in GAAP financial state­
ments. See the "Regulatory Developments" section of this Audit Risk 
Alert for further discussion of community development (low-income 
designated) credit unions. Credit union regulations require secondary 
capital accounts to be recorded in the equity section account in the 
balance sheet for regulatory capital purposes. The amount to be treated 
as capital decreases as the deposit reaches maturity based on a sliding 
scale. The portion not treated as capital is to be reported in a liability 
account according to regulatory guidance. Such a regulatory reporting 
requirement may be inconsistent with GAAP and may present mis­
leading information about a credit union's financial position. Based on 
the characteristics of the secondary capital account outlined in NCUA 
regulations, GAAP would likely require secondary capital accounts to 
be classified as debt not equity. Auditors should consider the effect on 
audit risk of differences between RAP used to prepare regulatory fi­
nancial reports and GAAP, and should consider modification of the 
auditor's report if the financial statements are not fairly presented.
Noncompliance With Regulatory Requirements
Events of noncompliance with regulatory requirements, such as par­
ticipation in impermissible activities or investments, expose credit un­
ions to regulatory action, such as the forced disposition of those 
impermissible investments. Events of noncompliance may be brought 
to the auditor's attention during the application of normal auditing 
procedures, during the review of regulatory examination reports, or 
because of actions required by regulators.
SAS No. 59, The Auditor's Consideration o f an Entity's Ability to Con­
tinue as a Going Concern, (AICPA, Professional Standards, vol. 1, AU sec. 
341), states in paragraph 2 that "the auditor has a responsibility to 
evaluate whether there is substantial doubt about the entity's ability to 
continue as a going concern for a reasonable period of time, not to 
exceed one year beyond the date of the financial statements being 
audited." Events of noncompliance with laws and regulations or the 
need to dispose of substantial assets are conditions, when considered 
with other factors, that could indicate substantial doubt about the en­
tity's ability to continue as a going concern for a reasonable period of 
time. SAS No. 59 identifies examples of other factors that the auditor 
may evaluate.
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W arning Flags and Fraud Indicators
In 1995, the National Credit Union Share Insurance Fund (NCUSIF) 
took charges of $11.4 million, of which $10.3 million was due to fraud, 
weak management or recordkeeping, or planned closings or loss of 
sponsor. Factors identified in those cases included the following:
• Inadequate internal controls
• No independent audit or insufficient audit procedures
• Fictitious loans
• Hidden delinquency
• Insider dealings
• Fictitious shares
• Unauthorized disbursements
• Lack of segregation of duties
• Improper salary advance loans
• Overdraft scheme (negative shares)
• Required reports not provided to federal examiners
Recent cases of employee embezzlement have taken the form of em­
ployees stealing from their employers because of financial needs aris­
ing from personal or medical problems. Some methods used to steal 
money include the following:
• Alter or create member accounts, such as using the account of a 
customer with a bad credit rating to conceal stolen funds so that 
nothing would look out of the ordinary when a delinquent loan 
appears on their credit report;
• Make loan advances using unauthorized or inappropriate dis­
bursement procedures;
• Manipulate or delete important computer records;
• Steal small amounts from dormant accounts over several years.
Auditing Pronouncements
Five new Statement on Auditing Standards, which are discussed in 
the following exhibit, have been issued recently that may affect audits 
of financial statements of credit unions.
17
Exhibit
Significant Provisions of Newly Issued SAS
Pronouncement
Pronouncements
Affected Key Provisions
SAS No. 75, Engagements 
to Apply Agreed-Upon 
Procedures to Specified 
Elements, Accounts, or 
Items of a Financial 
Statement
SAS No. 35 • Prohibits negative 
assurance
• Provides guidance 
concerning the 
following conditions 
for performing 
agreed-upon 
procedures 
engagements:
— the nature, timing 
and extent of the 
procedures
— the responsibilities 
of practitioners and 
specified users
— reporting on 
agreed-upon 
procedures
SAS No. 77, Amendments 
to Statement on Auditing 
Standards No. 22, Planning 
and Supervision, No. 59, 
The Auditor's 
Consideration of an 
Entity's Ability to 
Continue as a Going 
Concern, and No. 62, 
Special Reports
SAS Nos. 22, 59, 
and 62
• Clarifies that a written 
audit program should 
be prepared
• Precludes the use of 
conditional language in 
a going-concern report
SAS No. 78, Consideration 
of Internal Control in a 
Financial Statement Audit: 
An Amendment to 
Statement on Auditing 
Standards No. 35
SAS No. 55 • Recognizes the COSO 
definition of internal 
control
SAS No. 79, Amendment to 
Statement on Auditing 
Standards No. 58, Reports 
on Audited Financial 
Statements
SAS No. 58 • Eliminates the 
requirement to add an 
uncertainties 
paragraph to the 
auditor's report (does 
not affect SAS No. 59)
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SAS No. 75. In September 1995, the ASB of the AICPA issued SAS 
No. 75, Engagements to Apply Agreed-Upon Procedures to Specified Ele­
ments, Accounts, or Items o f a Financial Statement (AICPA, Professional 
Standards, vol. 1, AU sec. 622), which provides guidance to an account­
ant concerning performance and reporting in all engagements to apply 
agreed-upon procedures to specified elements, accounts, or items of a 
financial statement, except in certain circumstances, as discussed in the 
Statement. The Statement is effective for reports on engagements to 
apply agreed-upon procedures dated after April 3 0 , 1996, with earlier 
application encouraged.
SAS No. 77. In November 1995, the AICPA ASB issued SAS No. 77, 
Amendments to SAS No. 22, Planning and Supervision, No. 59, The 
Auditor's Consideration of an Entity's Ability to Continue as a Going 
Concern, and No. 62, Special Reports (AICPA, Professional Standards, 
vol. 1, AU secs. 311, 341, and 623), which, among other things, clarifies 
that a written audit program should be prepared in every audit and 
precludes the use of conditional language in the auditor's explanatory 
paragraph to indicate that there is substantial doubt about the entity's 
ability to continue as a going concern. SAS No. 77 is effective for en­
gagements beginning after December 15 , 1995.
SAS No. 78. In December 1995, the ASB issued SAS No. 78, Consid­
eration o f Internal Control in a Financial Statement Audit: An Amendment to 
SAS No. 55, which revises the definition and description of internal 
control contained in the Statements on Auditing Standards to recog­
nize the definition and description contained in Internal Control—Inte­
grated Framework (the COSO Report), published by the Committee of 
Sponsoring Organizations of the Treadway Commission, formed to 
address the Report of the National Commission on Fraudulent Finan­
cial Reporting. This Statement is effective for audits of financial state­
ments for periods beginning on or after January 1, 1997, with earlier 
application permitted.
SAS No. 79. In December 1995, the ASB issued SAS No. 79, Amend­
ment to Statement on Auditing Standards No. 58, Reports on Audited Fi­
nancial Statements (AICPA, Professional Standards, vol. 1, AU sec. 508), 
which eliminates the requirement that, when certain criteria are met, 
the auditor add an uncertainties explanatory paragraph to the audi­
tor's report. SAS No. 79 also clarifies and reorganizes the guidance in 
SAS No. 58, Reports on Audited Financial Statements (AICPA, Professional 
Standards, vol. 1, AU sec. 508), concerning emphasis paragraphs, mat­
ters involving uncertainties, and disclaimers of opinion. This State­
ment does not affect SAS No. 59 nor preclude the auditor from adding 
a paragraph to the auditor's report to emphasize a matter disclosed in
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the financial statements. This Statement is effective for reports issued 
or reissued on or after February 29, 1996, with earlier application per­
mitted. Auditors are permitted to delete the uncertainties paragraph in 
their audit reports for year-end audits.
SAS No. 70 Auditing Procedure Study
The AICPA issued an auditing procedure study that provides guid­
ance to auditors on implementing SAS No. 70, Reports on the Processing 
o f Transactions by Service Organizations. The study provides guidance to 
a service auditor engaged to issue a report on the control structure poli­
cies and procedures of a service organization and to user auditors en­
gaged to audit the financial statements of an entity that uses a service 
organization. An example of a service organization is a computer serv­
ice center that provides the information system needs for a credit union.
Accounting Issues and Developments
M ortgage Servicing Rights
FASB Statement No. 122, Accounting for Mortgage Servicing Rights 
(FASB, Current Text, vol. 2, sec. Mo4), amends FASB Statement No. 65, 
Accounting for Certain Mortgage Banking Activities (FASB, Current Text, 
vol. 2, sec. Mo4), to require that a mortgage banking enterprise recog­
nize as separate assets rights to service mortgage loans for others, 
however those servicing rights are acquired. A mortgage banking en­
terprise may acquire mortgage servicing rights through either the pur­
chase or origination of mortgage loans. Auditors of Federally chartered 
credit unions should be aware that the NCUA regulations prohibit 
Federal credit unions from purchasing mortgage servicing rights. A 
credit union that acquires mortgage servicing rights through the origi­
nation of mortgage loans and sells or securitizes those loans with serv­
icing rights retained is required by FASB Statement No. 122 to allocate 
the total cost of the mortgage loans to the mortgage servicing rights 
and the loans (without the mortgage servicing rights) based on their 
relative fair values if it is practicable to estimate those fair values. If it 
is not practicable to estimate the fair values of the mortgage servicing 
rights and the mortgage loans (without the mortgage servicing rights), 
the Statement requires that the entire cost of purchasing or originating 
the loans should be allocated to the mortgage loans (without the mort­
gage servicing rights) and no cost should be allocated to the mortgage 
servicing rights.
FASB Statement No. 122 requires that a credit union assess its capi­
talized mortgage servicing rights for impairment based on the fair
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value of those rights. The Statement requires that a credit union should 
stratify its mortgage servicing rights that are capitalized after the adop­
tion of the Statement based on one or more of the predominant risk 
characteristics of the underlying loans. The Statement requires that im­
pairment should be recognized through a valuation allowance for each 
impaired stratum.
FASB Statement No. 122 applies prospectively in fiscal years begin­
ning after December 15, 1995, to transactions in which a credit union 
sells or securitizes mortgage loans with servicing rights retained and to 
impairment evaluations of all amounts capitalized as mortgage servic­
ing rights, with earlier application encouraged. The Statement prohib­
its the retroactive capitalization of mortgage servicing rights retained 
in transactions in which a credit union originates mortgage loans and 
sells or securitizes those loans before the adoption.
In July 1995, the FASB staff announced that the Board agreed to clar­
ify the transition provisions of FASB Statement No. 122, noting in 
FASB's Action Alert No. 95-21 that earlier application is encouraged as 
of the beginning of a fiscal year for which annual financial statements 
or annual financial information has not been issued or as of the begin­
ning of an interim period within that fiscal year for which interim fi­
nancial statements or interim financial information has not been 
issued. For example, Public Company X issued financial information 
for the first quarter. In the second quarter, management of Public Com­
pany X has two choices for early adoption: (1) adopt as of the begin­
ning of the fiscal year because annual financial statements or annual 
financial information has not been issued for that fiscal year or (2) 
adopt as of the beginning of the second quarter because interim finan­
cial statements or interim financial information has not been issued for 
that quarter.
Transfers and Servicing o f Financial Assets
FASB Statement No. 125, Accounting for Transfers and Servicing o f Fi­
nancial Assets and Extinguishments o f Liabilities, is effective for transfers 
and servicing of financial assets and the extinguishment of liabilities 
occurring after December 31, 1996. The Statement is to be applied 
prospectively, and earlier or retroactive application is not permitted. 
Auditors should be alert that FASB Statement No. 125 significantly 
affects accounting for (and disclosures about) sales of partial interests 
in financial assets, securitization of loans, servicing assets and liabili­
ties, securities lending transactions, repurchase agreements, wash 
sales, loan syndications and participations, factoring arrangements, 
transfers of receivables with recourse, and the extinguishment of li­
abilities. On November 15, 1995, the FASB published a FASB Special
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Report, A Guide to Implementation o f Statement 115 on Accounting for  
Certain Investments in Debt and Equity Securities. Among various ques­
tions and answers about the implementation of FASB Statement No. 
115, the answer to Question 61 explains that the FASB directed its staff 
to provide guidance, in part, that is concurrent with the initial adop­
tion of this implementation guidance but no later than December 31, 
1995, an enterprise may reassess the appropriateness of the classifica­
tions of all securities held at that time and account for any resulting 
reclassifications at fair value in accordance with paragraph 15 of FASB 
Statement No. 115.
The FASB staff also announced at the November 15-16, 1995, meet­
ing of the Emerging Issues Task Force (EITF) that the FASB intends that 
the initial application of the Special Report and any resulting one-time 
reclassifications will occur as a single date between November 15 , 1995, 
and December 31, 1995, not over a number of days throughout the 
period.
Impairm ent o f Long-Lived Assets
In March 1995, the FASB issued Statement No. 121, Accounting for the 
Impairment o f Long-Lived Assets and for Long-Lived Assets to Be Disposed 
Of (FASB, Current Text, vol. 1, sec. I08). FASB Statement No. 121 estab­
lishes accounting standards for the impairment of long-lived assets, 
certain identifiable intangibles, and goodwill related to those assets to 
be held and used, and for long-lived assets and certain identifiable 
intangibles to be disposed of. The Statement requires that long-lived 
assets and certain identifiable intangibles to be held and used by an 
entity be reviewed for impairment whenever events or changes in cir­
cumstances indicate that the carrying amount of an asset may not be 
recoverable. In performing the review for recoverability, the Statement 
requires that the credit union estimate the future cash flows expected 
to result from the use of the asset and its eventual disposition. If the 
sum of the expected future cash flows (undiscounted and without 
interest charges) is less than the carrying amount of the asset, an im­
pairment loss is recognized. Otherwise, an impairment loss is not rec­
ognized. Measurement of an impairment loss for long-lived assets and 
identifiable intangibles that an entity expects to hold and use should be 
based on the fair value of the asset. The fair value of an asset is the 
amount at which that asset could be bought or sold in a current trans­
action between willing parties.
The Statement also requires that long-lived assets and certain identi­
fiable intangibles to be disposed of be reported at the lower of carrying 
amount or fair value less cost to sell, except for assets covered by Ac­
counting Principles Board (APB) Opinion No. 30, Reporting the Results
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o f Operations—Reporting the Effects of Disposal o f a Segment o f a Business, 
and Extraordinary, Unusual and Infrequently Occurring Events and Trans­
actions (FASB, Current Text, vol. 1, sec. I13). Assets covered by APB 
Opinion 30 will continue to be reported at the lower of the carrying 
amount or the net realizable value.
Paragraph 16 of FASB Statement No. 121 states that assets to be dis­
posed of that are within the scope of that Statement, such as other real 
estate owned, should "not be depreciated (amortized) while they are 
held for disposal."
The Statement is effective for financial statements for fiscal years 
beginning after December 1 5 , 1995. Earlier application is encouraged. 
Restatement of previously issued financial statements is not permitted 
by the Statement. The Statement requires that impairment losses re­
sulting from its application be reported in the period in which the rec­
ognition criteria are first applied and met. The Statement requires that 
initial application of its provisions to assets that are being held for 
disposal at the date of adoption should be reported as the cumulative 
effect of a change in accounting principle. (See "Foreclosed Assets" in 
the "Accounting Issues and Developments" section herein.)
Auditors of credit unions should be aware that the current industry 
climate of consolidations and mergers has increased the likelihood that 
events or changes in circumstances that indicate that assets have been 
impaired may have occurred. For example, a merger may result in 
duplication of branch locations within certain geographic areas that 
would compete for member business. In these instances, the carrying 
amounts of recorded assets may not be recoverable and the provisions 
of FASB Statement No. 121 may need to be applied.
In considering a credit union's implementation of FASB Statement 
No. 121, auditors should obtain an understanding of the policies and 
procedures used by management to determine whether all impaired 
assets have been properly identified. Management's estimates of fu­
ture cash flows from asset use and impairment losses should be evalu­
ated pursuant to the guidelines set forth in SAS No. 57.
Disclosures About Derivatives
In October 1994, the FASB issued Statement No. 119, Disclosure about 
Derivative Financial Instruments and Fair Value o f Financial Instruments 
(FASB, Current Text, vol. 1, sec. F25). FASB Statement No. 119 requires 
disclosures about derivative financial instruments—futures; forward, 
swap, and option contracts; and other financial instruments with simi­
lar characteristics. Although Federal credit unions are prohibited from 
investing in derivative financial instruments as defined by FASB State­
ment No. 119, fixed-rate loan commitments and certain variable-rate
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loan commitments have characteristics similar to options and, there­
fore, fall within the scope of that Statement.
The Statement also amends existing requirements of FASB Statement 
No. 105, Disclosure o f Information about Financial Instruments with Off- 
Balance-Sheet Risk and Financial Instruments with Concentrations o f Credit 
Risk (FASB, Current Text, vol. 1, sec. F25), and FASB Statement No. 107, 
Disclosures about Fair Value o f Financial Instruments (FASB, Current Text, 
vol. 1, sec. F25). The Statement requires disclosures about the amounts, 
nature, and terms of derivative financial instruments that are not sub­
ject to FASB Statement No. 105 because they do not result in off-bal­
ance-sheet risk of accounting loss. It requires that a distinction be made 
between financial instruments held or issued for trading purposes (in­
cluding dealing and other trading activities measured at fair value with 
gains and losses recognized in earnings) and financial instruments held 
or issued for purposes other than trading. Paragraph 12 of FASB State­
ment No. 119 encourages, but does not require, entities to disclose quan­
titative information about risks associated with derivatives.
FASB Statement No. 119 was effective for financial statements issued 
for fiscal years ending after December 15, 1994, except for organiza­
tions with less than $150 million in total assets. For those organizations, 
the Statement is effective for financial statements issued for fiscal years 
ending after December 1 5 , 1995.
The FASB Special Report, Illustrations o f Financial Instrument Disclo­
sures, contains illustrations of the application of FASB Statement Nos. 
105, 107, and 119.
Consensus Decisions o f the FASB's Emerging Issues Task Force
The FASB's EITF frequently discusses accounting issues involving 
financial instruments, real estate, or transactions of similar importance 
to credit unions. A description of issues discussed during the year fol­
lows; readers should consult detailed minutes for additional informa­
tion.
EITF Issue No. 96-10, Impact o f Certain Transactions on the Held-to-Ma­
turity Classification under FASB Statement No. 115, Accounting for Cer­
tain Investments in Debt and Equity Securities. Consensus was 
reached that transactions involving held-to-maturity securities that are 
not accounted for as sales, such as wash sales and bond swaps, would 
not contradict an entity's stated intent to hold a security to maturity 
and, therefore, do not call into question the entity's intent to hold other 
debt securities to maturity. The EITF observed that unless the debt 
instrument received or retained as a result of the transaction is held to 
maturity, the transaction would call into question the entity's intent to 
hold other debt securities to maturity.
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Appendix D to the EITF Abstracts contains EITF discussions of tech­
nical matters that have long-term relevance and do not relate specifi­
cally to a numbered EITF Issue. Readers should be alert to the 
following topic of recent discussion:
Appendix D-48, The Applicability o f FASB Statement No. 65 to Mort­
gage-Backed Securities that Are Held-to-Maturity, which relates to ques­
tions about the applicability of FASB Statement No. 65 to transactions 
in which an enterprise securitizes mortgage loans and classifies the 
resulting mortgage-backed securities as held-to-maturity in accord­
ance with FASB Statement No. 115.
Risks and Uncertainties
In December 1994, AcSEC issued Statement of Position (SOP) 94-6, 
Disclosure o f Certain Significant Risks and Uncertainties. SOP 94-6 re­
quires credit unions to include in their financial statements disclosures 
about (1) the nature of their operations and (2) the use of estimates in 
the preparation of financial statements. In addition, if specified criteria 
are met, SOP 94-6 requires credit unions to include in their financial 
statements disclosures about (1) certain significant estimates and (2) 
current vulnerability due to certain concentrations.
Paragraph 18 of SOP 94-6 gives examples of items that may be based 
on estimates that are particularly sensitive to change in the near term. 
Besides valuation allowances for business and real estate loans, exam­
ples of similar estimates that may be included in financial statements of 
credit unions include, but are not limited to, the following:
• Impairment of long-lived assets, for example, marginal branches
• Estimates involving assumed prepayments, for example, dis­
counts or premiums on financial assets (such as securities or 
loans), mortgage servicing rights and excess servicing receivables, 
and mortgage-related derivatives
• Lives of goodwill and identifiable intangible assets
Examples of concentrations that may meet the criteria that require 
disclosure in the financial statements of credit unions in accordance 
with paragraph 21 of the SOP include the following:
• Sale of a substantial portion of or all receivables, or loan products 
to a single customer
• Loss of approved status as a seller of loans or mortgages to a third 
party •
• Concentration of revenue from mortgage banking activities
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The provisions of SOP 94-6 are effective for financial statements is­
sued for fiscal years ending after December 15, 1995, and for financial 
statements for interim periods in fiscal years subsequent to the year for 
which SOP 94-6 is first applied.
Auditors should be alert to the requirements of the new SOP and its 
impact on the financial statements they audit. Auditors should care­
fully consider whether all significant estimates and concentrations 
have been identified and considered for disclosure.
Foreclosed Assets
Certain provisions of SOP 92-3, Accounting for Foreclosed Assets, are 
inconsistent with provisions of FASB Statement No. 121. AcSEC is con­
sidering actions that it should take on SOP 92-3; however, FASB State­
ment No. 121 takes precedence for transactions within its scope.
Information Sources
Further information on matters addressed in this Audit Risk Alert is 
available through various publications and services listed in the table 
at the end of this document. Many nongovernment and some govern­
ment publications and services involve a charge or membership re­
quirement.
Fax services allow users to follow voice cues and request that se­
lected documents be sent by fax. Some fax services require the user to 
call from the handset of the fax machine; others allow the user to call 
from any phone. Most fax services offer an index document, which lists 
titles and other information describing available documents.
Electronic bulletin board services allow users to read, copy, and ex­
change information electronically. Most are available using a modem 
and standard communications software. Some bulletin board services 
are also available using one or more Internet protocols.
Recorded announcements allow users to listen to announcements 
about a variety of recent or scheduled actions or meetings.
All telephone numbers listed are voice lines, unless otherwise desig­
nated as fax (f) or data (d) lines. Required modem speeds, expressed in 
bauds per second (bps), are listed data lines.
*  *  *  *
This Audit Risk Alert supersedes Credit Unions Industry Develop­
ments— 1995/96.
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*  *  *  *
Practitioners should also be aware of the economic, industry, regula­
tory, and professional developments described in Audit Risk Alert— 
1996/97 and Compilation and Review Alert— 1996/97, which may be 
obtained by calling the AICPA Order Department at the number below 
and asking for product no. 022194 (audit) or 060674 (compilation and 
review).
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